Econ 423- IS/LM Lab

ECON 423 - IS/LM Lab

Objectives

This lab uses Excel to increase your understanding of the IS/LM Model.

Goals

1. Work with IS/LM Model
2. Understand a simple dynamic macroeconomic model

3. Use Excel as a simulation tool

Model - Book

e Consumption Function:

e Disposable Income:

e Investment Function:

e Import Function:

e Income Identity:

e Money Demand Function:

e Money Market Equilibrium

Model Parameterized - Book

e Consumption Function

Investment Function:

Income Identity:

Money Demand Function:

Money Market Equilibrium

e Exogenous Variables: G =12, T' =10, Mg =12 K;_1 =142, LF = 36

C=a1+ (Y -T)
Y, =Y —T
I'=ay+ (Y — 1R

M = a3+ 3Y
Y=C+I+G+X-M
Mp = as + 1Y — R

MDEMS

C'=2.0+0.7Y,
I=3.0+0.12Y — 0.20R
Y=C+I+G+Xy
Mp =4.0+40.2Y —0.4R

MDEMS
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Model - Lab
e Consumption Function: C=a1+ /(Y -T)
e Taxes T=t+1Y
e Disposable Income: Yo=Y -ty —t1Y
e Investment Function: I=as+ Y —R
e Income Identity: Y=C+1+G
e Money Demand Function: Mp =g+ 1Y — R
e Money Market Equilibrium Mp = Mg

Model Parameterized - Lab

e Consumption Function C=20+0.7Yy
e Taxes T=10+40.15Y
e Disposable Income: Y=Y —-1.0-0.15Y
e Investment Function: I =3.0+0.12Y — 0.20R
e Income Identity: Y=C+I1+G
e Money Demand Function: Mp =4.0+0.2Y —0.4R

e Money Market Equilibrium Mp = Mg
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IS Curve

e Spending:

o IS Curve

LM Curve

e Money Demand Function:
e Money Market Equilibrium

e LM Curve

R

C+I1+G
a1 +41(Y —to—t1Y) + oo+ BY —R+G
a1+ BY = Bito — fit1Y + o+ Y — R+ G

= —)q% + A2 + A3Y

ay + /Y — Bito — 1Y +as + BY — R+ G
a1+ Y — Bitg — 1ty +as+ Y +G—-Y
ar +az — Bitg+ G+ BY = JitlY + 3Y =Y
a1 +az = fito+ G+ (B — fits + P2 — 1)Y

ap +ag — fito+ G+ (B1(1 —t1) + B2 — 1)Y

ar+az —Bito+ G — (1= B1(1 —t1) — B2)Y
ajtas—LF1tg+G _ 1—ﬂ1(1_t1)_ﬁ2Y
V2 Y2

o1 —o09Y
a1 +o—P1to+G

1*51(112t1)*52
V2

Mp = oy + 84Y — 1R

MDEMS
Mp = Mo = M = oy +BY —uR
_ 1M Qg Ba
R o= 74?+7;1+74Y

- L
A= o
-
Ay = 2
— P4
A3 = o
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Reduced Form Equations

R
R

M
—)\1? + )\2 + )\3Y*

)\3)”< 4+ o Y™

()\3 —+ O'2)Y*

Y*
Income Y*
Interest Rates R*
Consumption c*

Parameter Values

M
—>\1? + A2 + A3Y (LM)

o1 — O'2Y (lS)
o1 —oY™"
M
o1+ )\1? — A2
M
o1+ )\1? — X9

)\1 M 0‘1—)\2

()\3—|-O'2) P ()\3+02)

A M g1=A2
A3+o2 P A3+02
o1 — oY ™"

ap — Bito + fi(1 —t) Y™

a; =20 (=07

to=10 t1=0.15

Q9 = 3.0 ,82 =0.12 Y2 = 0.20
oy, =40 (4=02 v4 =04
A =25 A=10 A3 = 0.5
o1 =815 o9 =1.425

G=12 M =12 P=1

Experiments
e Expansionary Fiscal Policy
e Contractionary Fiscal Policy
e Expansionary Monetary Policy
e Contractionary Monetary Policy

Tax Rate Cut

Dynamics in Model?
e Must model the change in some variable

e Prices?

e Capital Stock?



